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Depreciation, Obsolescence, and Depletion* 


Dan SMITH 
Professor Finance, Harvard Graduate School Business Administrationt 


REAPPRAISAL the tax treatment depreciable and wasting capital 
assets especially timely now. spite the absence new tax legislation, 
the widespread acceptance the need for reform the tax treatment in- 
vestments capital equipment has made 1961 notable year the develop- 
ment our tax system. The proposal for investment credit the only item 
tax relief dramatized the importance the subject. Whatever may think 
the method proposed, the fact the proposal was much more significant 
than the substance. The proposal itself has made reform the tax treatment 
depreciable assets politically acceptable and hence feasible. The more recent 
action authorizing much shorter lives for machinery and equipment the 
textile industry welcome precedent for additional revisions authorized 
depreciation rates for other industries 1962. 

Extensive revisions authorized lives for depreciation during the next 
several months will culmination the Treasury investigations undertaken 
several years ago. achieved, this will make 1962 important tax reform, 
again even the absence tax legislation. There is, addition, the prospect 
for legislative consideration the modified proposal for investment credit 
and, view prospective authorization for faster depreciation, real need 
for repeal the section the law giving capital gain treatment profits 
the sale depreciated property the extent that they arise from any 
overdepreciation. review the issues involved these various aspects 
the tax treatment capital assets appropriate. 


ARGUMENTS FOR DEPRECIATION CHANGES 


The need for more realistic and liberal depreciation encourage capital 
investment has been well stated many times recent years that there 
need more than summarize the principal arguments. Faster depreciation 
permits faster recovery capital investment depreciable property. Faster 
recovery capital may regarded as, sense, reducing the net cost 
investment increasing the rate return original investment from 
any anticipated cash income flow. From either these points view, the 


*Paper delivered December 1961, the Tax Institute symposium 
“Reappraisal Business This will appear with the other papers and dis- 
cussion the forthcoming symposium volume. 


Grateful acknowledgement given for time made available, under the research 
program the Harvard Graduate School Business Administration, for inquiries 
into matters tax policy. 
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result shift the margin favor investment. This only one way 
which faster depreciation will facilitate new investment. 

Faster depreciation also helps the financing capital investment through 
the more rapid cash throw-off from depreciation. For any given unit price 
and physical volume business, faster depreciation will give lower taxable 
income and lower taxes the early years life property. There will thus 
larger amount disposable funds arising from any given level opera- 
tions. These larger funds are turn available, among other things, for new 
investment for more rapid reduction debt previously incurred finance 
the investment. The reduction debt, restoring debt capacity, permits 
earlier new borrowing finance investment alternative direct use 
internal funds. Also, the possibility faster debt repayment may open new 
sources financing, such term loans which would not available otherwise. 

Two other ways which faster depreciation may encourage capital in- 
vestment are more subtle and have received less attention the general dis- 
cussions; they both have psychological rather than financial significance, but 
are nonetheless important. Favorable effects attitudes towards investment 
may more important than faster flow funds some Virtually 
all capital investments involve both risk and uncertainty, both which dis- 
courage commitment available funds. The longer one has look into the 
future foresee recovery capital investment, the greater are the uncer- 
tainties and the greater the discouragement the investment. Since one can 
typically foresee the near future with more confidence than the more distant 
future, prospect for more rapid recovery investment can positive 
factor its favor quite apart from the prospective rate return. The im- 
portance the period for recovery capital outlay indicated the 
preference for faster recoveries instead higher returns the investment de- 
cisions some companies. 

The second way which faster depreciation may improve the attitude 
towards capital investment not altogether logical, but may still significant. 
The fact that existing machinery and equipment has been fully depreciated 
may make management more disposed replace it, review the possible 
advantages replacement. Logically, the fact full substantially full 
depreciation should have place decision replacement under per- 
vailing theories capital investment. But unsophisticated presumptions still 
have place the real world. rule thumb that useful life may ex- 
pected equal the life assumed for depreciation and that replacement 
due, least due considered, when property has been fully depreciated 
probably still has considerable acceptance business practice. the extent 
that does, faster depreciation can induce new investment. 

All the foregoing arguments for faster depreciation were considered when 
the declining balance method was proposed and adopted 1954. They are 
equally relevant for decisions made 1962 concerning the authorization 
shorter lives for depreciation. Some, but means all, are also relevant 
the proposed investment credit. 
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There has been, thus far, tacit assumption that additional capital invest- 
ment desirable; the analysis has been directed the effects faster de- 
preciation investment. the more fundamental proposition concerning the 
importance investment itself, this paper cannot even review the arguments. 
The importance capital, along with enterprise and management, has been 
emphasized studies economic growth and development. The rate in- 
vestment has even been taken indicate potential growth. With capital recog- 
nized vital the less developed countries, has again come recog- 
nized important and respectable the more developed countries. Those 
who are particularly concerned with our own rate growth comparison 
with those some other countries stress our rate savings measure 
non-inflationary investment potential, thereby indirectly stressing the im- 
portance investment. 

Investment has increasingly been recognized basis for greater efficiency 
and productivity, and not simply basis for greater capacity with constant 
productivity. was only few years ago that many critics depreciation 
reform cited excess capacity though were conclusive argument against 
additional investment. This superficial objection has dropped the wayside 
somewhere the recent past and cost-saving investments are widely accepted 
possible and desirable. 

The new concern about the balance payments gives added significance 
investments which reduce costs. restoration prices which are competi- 
tive internationally greatly the national interest. More efficient capital 
equipment essential permit high-wage labor this country compete 
with labor other countries where wages are lower and where machinery 
frequently more modern than here. Our advantage being among the 
first countries have large-scale and highly-mechanized production may turn 
out disadvantage not replace old machinery rapidly enough 
keep efficient the new equipment the countries Western Europe 
and Japan where rapid expansion total capacity assures relatively modern 
average plant. 


CRITERIA FOR NEw RATES 


the minds most businessmen, faster depreciation the most straight- 
forward and effective method depreciation reform. The implications 
faster depreciation are clear and understandable. The change fits into familiar 
patterns business thought and decisions the sort previously described. The 
extent which authorized lives should shortened depends the facts and 
circumstances particular industries. Very fast depreciation, such five- 
year life for all machinery and equipment, would unrealistic that could 
justified only major tax incentive for new investment. There 
present evidence that any such incentives are needed that their effect 
the budget could accepted. What seems called for authoriza- 
tion service lives which somewhat, but not greatly, the short side 
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probable useful lives highly dynamic economy where technological im- 
provements are expected substantial. 

The historical record the past generation should not regarded very 
significant setting service lives for the future. Depression, war, and inflation 
have, each its own way, acted prolong the use existing capital equip- 
ment. The absence any one these adverse forces would shorten future 
useful lives. More rapid technical improvements can also expected come 
from the increasing expenditures research. International competition, made 
more intense inflationary wage increases here, will increase the concern 
about costs and make business more receptive cost-saving innovations. 
These are among the reasons that future allowances should not tied down 
the past. 

The data collected the Treasury 1960 the depreciation rates 
actually used should major factor setting new rates. There will doubt- 
less great disparities the rates used different companies within 
industry. would seem undesirable lengthen the lives used appre- 
ciable segment industry. Rather the rates used the more dynamic 
companies, which have justified faster depreciation than that indicated 
Bulletin should used base for setting new authorizations. The rates 
envisaged here might give little increase some companies and for very 
few there might even decrease depreciation allowances. But rates 
would generally and uniformly available. The benefits the revision might 
greatest for those smaller companies which have tended adopt accept 
without argument the depreciation rates given Bulletin 

Hopefully, new rates may given rather broad categories property. 
This would great simplification, which important advantage 
itself. The Canadian practice which has less than twenty categories de- 
preciable property, which not more than four five are relevant any 
one company, seems desirable. With much room for errors estimate 
there even elaborate depreciation projection, attempt undue 
refinement hardly seems worth while. relatively few categories depreciable 


property are also given England and many other European countries with 


apparent satisfaction both tax officials and taxpayers. 


RELEVANCE CAPITAL GAINS PROVISIONS FASTER DEPRECIATION 


With faster depreciation, will become really essential tax ordinary 
income profits the sale depreciated property, arising from any over- 
depreciation. Faster depreciation and modification section 1231 should 
together. The Congress properly resisted the proposed change section 1231 
until the nature depreciation reform was made clear; the Treasury might 
equally resist the adoption depreciation reform until assured that any 
too rapid depreciation will not permit unintended and unjustified tax 
advantage from playing the tax rates against each other. long the gain 
from what turns out excessive depreciation taxed only the capital 
gain rate, would seem necessary matter fairness and protect the 


Ty 


DEPRECIATION, OBSOLESCENCE, AND DEPLETION 


revenue strict permitting deductions which reduce income taxable 
the regular rates. Faster depreciation itself advantage because 
present value considerations, but somewhat too rapid depreciation does not 
appear abuse long any gains arising because are taxed 
the same rate that applicable the income which was decreased the 
previous deductions. The modification capital gains treatment should apply 
all property including real estate. 

Though the present tax treatment gains seems inequitable, the full taxa- 
tion ordinary income gains original purchase price might discourage 
replacement capital equipment because the cash burden im- 
mediate tax payment. This point may significant. The discouragement could 
avoided allowing the gain applied reduction the tax basis 
newly-acquired depreciable property. This has been done some other 
countries with apparent good results. The tax consequences the gain are 
thus postponed and appear reduced depreciation allowances later years. 
seems both fair and economically desirable permit reduction basis 
alternative immediate taxation the gain arising from excess de- 
preciation. permitted, however, the reduction basis should limited 
property with substantially similar useful service lives. one European 
country where there are restrictions, gains sales short-lived machinery 
are typically applied the basis new buildings, practice which gives 
unreasonable postponement the tax impact. 

The shift from existing faster depreciation presents 
problems with respect future existing partially-depreciated 
properties. minimum, the lives authorized for new properties should 
maximum for the remaining life existing properties. Good arguments 
can made for still greater reductions the remaining lives existing 
properties. However, view the revenue impact, the minimum adjustment 
would appear sufficient; would least not penalize prior purchases 


depreciable property, and that should enough. 


GAINS SALES DEPRECIATED REAL ESTATE 


Reference was made previously capital gains sales depreciated 
real estate. Real estate investment and speculation conspicuously founded 
tax considerations and special tax maneuvers, immediately apparent 
anyone who even glances the articles and books the subject. The 
topic too broad cover here, and quite frankly, have not explored the 
elaborate routes taken real estate transactions enough confident 
any tentative conclusions, but few possibilities may least mentioned. 
addition the taxation ordinary income profits sales over- 
depreciated real estate, original purchase price, one might consider 
denying declining balance depreciation real estate. many respects the 
sinking-fund concept depreciation seems more appropriate one-building 
real estate company. One might also limit depreciation any tax basis arising 
from debt the amortization the principal debt. These are drastic 
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changes, but the present situation also drastic one, indicated such 
fantastic concepts and phrases “the tax-free depreciation income” which 
arises real estate promotions. 


Present tax laws unquestionably encourage construction, though some- 
times seems the construction undertaken have buildings finance, 
depreciate, and sell rather than occupy. The question whether the 
tax shenanigans can justified the additional construction. seems clear 
that they cannot justified, especially when they are devious; there 


were tax subsidy for construction should least forthright and 
measurable. 


RESPONSIBILITY BETWEEN CONGRESS AND THE TREASURY 


The division responsibility between the Congress and the Executive, 
represented the Treasury, establishing depreciation allowances deli- 
cate one. Basically, the responsibility the Congress which establishes the 
law which the Treasury administers. Depreciation deductions have typically 
been authorized broad terms; certainly specific rates have never been 
given the law, except for the special amortization for emergency facilities. 
The work load involved fixing and periodically reviewing individual rates 
would appear preclude congressional determination; the time required 
would undue burden the Ways and Means Committee. However, the 
law does not justify manipulation depreciation rates the Executive, and 
changes allowed rates should not made short-term basis 
counter-cyclical gadget. 

major revision rates, such may now process development, 
might best undertaken consultation with the appropriate congressional 
committees and some way receive legislative sanction through committee 
report accompanying legislation. new legislation might specifically direct 
the use few broad categories property for depreciation, with general 
directive the basis for determination specific rates and reference the 
committee report least some the rates which, consultations between 
the Treasury and the Congress, are determined consistent with the 
policy directive the time. Such procedure would preclude arbitrary 
manipulations rates later years and the same time avoid placing 
undue burden, and constant pressure for individual rate adjustments, the 
Congress. Though the division jurisdiction here difficult, would most 
unfortunate jurisdictional difficulties led any appreciable delays the 
revision depreciation allowances. The subject important and action 
urgent. would almost inexcusable action were not completed during 
the 1962 session the Congress. 


RELATION DEPRECIATION ACCOUNTING 


The possibility limiting tax depreciation depreciation taken the 
books intriguing one. was considered 1954 condition for use 
declining balance depreciation, but was rejected that time because, 
among other things, the undue rigidities created the requirement that 
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Lifo inventory accounting could used only other method were used 
for any purposes. retrospect, appears that may have been mistake 
not limit tax depreciation book depreciation. The complexities and, 
opinion, the confusion introduced into corporate reports so-called 
reserves for future taxes seem worse than the rigidities which might have come 
from limitation tax depreciation. 

According one point view the accounting profession, tax adjust- 
ment account should established reflect all differences between tax and 
book accounts, including presumably such items research expenditures, 
liabilities for pensions and deferred compensation, and liabilities under guaran- 
tees well differences methods and useful life estimates for deprecia- 
tion. hoped that this degree complexity will not introduced 
into our accounting records. The theoretical perfection towards which 
strives would not worth the trouble and, fact and theory, the reserves 
for future taxes would appear misleading because they would become 
significant only company declined towards eventual liquidation. For 
growing company, even mature company, the reserve would appear 

more the nature surplus reserve and should treated such. 

There are some expenses where difference between tax and book account- 
ing may expected and even appropriate. This conspicuously the case 
regarding research expenses newly-established company which does not 
have enough income absorb expenditures for research outlays. 
ment that the deduction permitted for tax purposes only taken for 
book purposes would some extent negate the desired result the authoriza- 
tion for current deduction for tax purposes. the view favoring general ad- 
justment reserve for taxes prevails, differences arising from estimates useful 
lives for depreciation will only one the significant elements and these 
differences would not solely responsible for the new accounting complexity. 
the adjustment account were required only for differences deprecia- 
tion then would seem desirable pragmatic grounds restrict tax de- 
preciation book depreciation and thereby forestall the appearance these 
confusing reserve accounts published statements. 

Such limitation would have important incidental result helping 
limit the present tax abuse which some utility companies pay partially tax- 
exempt dividends because absence “earnings and profits” under the 

tax concept when their tax depreciation exceeds the depreciation taken 
allowed under state regulatory commissions. But this problem might better 
dealt with directly; does need correction. 

final point favor limitation tax depreciation book depreciation 
arises from the fact that the higher book depreciation which would thereby 
established would mean that what would otherwise larger disposable 
profits, available for many uses, would instead become internal funds arising 
from depreciation and these funds are especially likely directed into 

new capital investment. Thus argued that failure require book de- 
preciation least large tax depreciation would mean that op- 
portunity would lost shift internal funds into category most conducive 
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capital outlays. This argument important. Against the proposition 
that larger book depreciation might reflected unit costs and, hence, 
decisions pricing. The extent this inflationary effect uncertain. 


INVESTMENT CREDIT 


The relative merits investment credit and faster depreciation have 
been discussed length recent months. not likely that anything new 
can added, that the arguments can even summarized briefly. The 
principal advantage the investment credit, asserted, that will 
produce the maximum impact for given revenue loss. The effect in- 
vestment credit reduce the net cost the capital equipment which 
applies. The cost reduction immediate; there are lingering delayed 
effects through modifications subsequent depreciation allowances. With 
lower cost equipment, any given income stream would represent higher 
rate return and hence shift the margin favor investment. 

The investment credit gives the same dollar benefit for investment re- 
gardless applicable tax rate; this means that the advantage greater for 
the lower-bracket corporations proprietorships than would the case 
under faster depreciation additional deductions, such the British invest- 
ment allowance. Also, since investment credit cannot taken com- 
own books, except reduction tax, there supposedly reason 
for new discrepancies between tax and book records. Parenthetically, one 
may wonder whether some accountants might not argue that the investment 
credit should spread over the life the property rather than reflected 
lower taxes the year acquisition. extreme application reserve for 
tax adjustments might treat investment credit new complicating device. 
[Subsequent comments this paper confirm the possibility that the tax effects 
investment credit would allocated.] 

Against these advantages the objection principle any deduction 
excess actual cost. This major objection; depart from cost, pre- 
cedent will established for all sorts differential tax subsidies and penalties 
for industries which are particular favor disfavor. The original proposal 
was unreasonably complex, with carry-overs and adjustments which would have 
left some taxpayers uncertain what any credits they might receive from 
current outlays. 

Also, the investment credit does not fit into the pattern business analysis 
and decisions. There major objection. The impact the credit may ap- 
parent group seminar discussing scientific capital budgeting, but most 
decisions are not made seminar former members seminars. Either 
faster depreciation, even first-year write-off large part cost, has 
meaning because fits into familiar patterns thought. The investment 
credit does not. (The very interesting recent analysis George Terborgh that 
per cent investment credit would equivalent per cent first-year 
initial depreciation allowance under some reasonable assumptions dramatizes 
the significance the traditional thought. suspect that the psychological im- 
pact extra per cent first-year depreciation would much greater than 
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the impact the per cent credit most businessmen. 

The investment credit also fails have some the important incidental 
effects faster depreciation, such the fact full depreciation shorter 
periods, faster cash throw-off justify shorter-term financing, and larger 
internal funds arising through depreciation and presumably available for new 
investment. 

view these many objections, investment credit, even one flat 
rate, seems very poor substitute for faster depreciation. questionable 
whether anything beyond realistic depreciation justified needed. Any 
credit which goes beyond deduction for actual costs bad principle 
that should adopted only the need urgent and alternatives are 
available. The case has certainly not been made yet; hopefully, action will 
taken the present draft legislation. 

concluded that something needed addition more realistic rates 
depreciation, better alternative investment credit fortunately 
readily available. The simplest and most useful change would broaden 
the section the present law which gives deduction per cent the 
first $10,000 annual investment depreciable tangible personal property 
with lives six years more. This provision was developed the Ways and 
Means Committee and the Treasury 1958 assist small business. the 
time, was recognized that the $10,000 ceiling might later removed, with 
without change the per cent factor, reduce tax barriers general 
business investment machinery and equipment. This special first-year allow- 
ance reduces the tax basis depreciable property; regular depreciation, in- 
cluding ordinary first-year depreciation, allowed the reduced basis, but 
the total deductions cannot exceed total cost. 

extension this existing provision the law would have almost all the 
advantages the investment credit. would have additional advantages its 
own conforming accepted business concepts and increasing the funds 
arising through depreciation rather than generally disposable net income. 
would avoid the disadvantage giving deductions (or credits) excess 
costs. 

But whatever done should done promptly lest uncertainty lead post- 
ponement investment. (It should matter surprise that, view the 
Administration’s reiterated emphasis the importance the proposed invest- 
ment credit, showed concern about possible postponements invest- 
ment when the matter was laid over for another year. One can only infer that 
the proposal was not really very significant that there was singular lack 
appreciation the realities investment decisions. 


DEPLETION 
The title suggested for this paper included the word “depletion.” Reference 
this subject will very brief, both absolutely and relation the dis- 
cussion depreciation. Like many other economists, have found the 
traditional equity arguments favor percentage depletion unconvincing 
not actually specious. The fact that oil mineral deposit unique, 
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physically exhaustible, and irreplaceable does not seem good reason 
why its value, rather than its cost, should recovered tax-free. There are 
many other types unique, exhaustible, and irreplaceable property which 
value exceeds cost, including copyrights, patents, successful styles designs, 
for which one has even proposed tax-free recovery value. But one’s 
annoyance with reiterations equity arguments which one finds unacceptable 
should not obscure possible economic arguments which may justify some 
form special tax treatment for the extractive industries. 

practical grounds, the case for percentage depletion foreign produc- 
tion good. The principal foreign countries where oil produced appear 
establish taxes which minimum equal the amounts creditable against the 
United States income tax. Any increase our taxes through reduction 
depletion allowances thus would not likely bring additional revenue 
our Treasury; would rather invitation for higher foreign taxes, 
perhaps even discriminatory basis, our companies producing abroad. 
Such taxes would, turn, place United States companies disadvantage 
competition with foreign companies. 

regards domestic production the significant fact now that oil and many 
solid minerals are relatively expensive comparison with foreign sources. The 
products have world market and world market price. Transportation costs 
are not prohibitive and great distances not offset basic differentials pro- 
duction costs. These economic realities mean that domestic production may not 
competitive. However, domestic industry being may necessary for 
defense purposes and differential tax treatment may good way any 
assure its continuation. 

Many statements have been made about the possible consequences 
reduction percentage depletion allowances. Unfortunately they have too 
often been contradictory, sometimes apparently even unconsciously so. Would 
reduction the depletion allowance mean that would have too little 
oil too much oil (but from foreign sources)? Would lead much higher 
prices refined products, lower prices (but again because flood 
low-cost foreign sources)? Would profits unduly low would they re- 
stored higher prices? Any the foregoing seem possible results, but 
they certainly cannot all occur simultaneously. economist, want know 
which these results more likely occur before can have much confi- 
dence judgment the desirability changing the percentage deple- 
tion allowance. 

Two additional economic aspects modification depletion are the 
possible effects integration within the industry, independent operators 
sell for capital gains new owners who use cost depletion based the 
present value proven oil mining property, and the possible impact 
federal and state excise tax receipts from gasoline. prices were appre- 
ciably higher, there might, depending the elasticity demand, 
appreciable reduction taxes for highway construction. These questions and 
uncertainties can only posed today; their resolution requires good deal 
more analysis than seems have been given the subject thus far. 
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